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89p CONGRESS ' "~ SENATE { REerorT
Ist Session : No. 781

REVENUE ACT OF 1951

Supremser 18 (legislative day, SerremprR 13), 1951,—Ordered to be printed

Mr. Groran, from the Committee on Finance, gubmitted the following

-’ o REPORT

[To accompany 1. R. 4473]

I. GENERAL STATEMENT

This is the third time your committee has been called  upon to
consider reventue inereases since the outbreak of hostilities in Korea
a little- over a year ago. The Revenue Act of 1950, which bocame
law on Scptember 23, 1950, increased revenues by $6.1 billion; the
Excess Profits Tax Act of 1950, which became law on January 3; 1951,

" Taised revenues by $3.9 billion; and it is estimated your committee’s
bill will incrcase revenues by $5.5 billion. In the fiscal ycar 1952
the bill is cxpected to increase revenues by $2.7 billions, raising
collections this year to $64.7 billion.

The revenue raised by these two acts, plus that provided by your
committee’s bill, will add to Federal revenue $15}% billion at calendar
year 1951 levels of income and in a full year of opcration. These
three revenue-raising measures on the average will increase the taxes

of individuals by 29.0 percent of the amount which would have been
due under the prior law, and will rais¢ corporate taxcs by 52.9 percent.

Neover before has so much additional revenue been raised in so
short 8 period of time. Moreover, these three revenue measures have
brought the income tax burdens of most corporate and individual
taxpayers near the World War II peak and for many such taxpayers
the rates imposed under your committee’s bill are above the maximuin
rates imposed during World War II. As a result your committee
has serious doubts as to the feasibility of raising any substantial addi-
tional amounts of revenue from income tax sources. This is said
although it is recognizoed that present expenditure estimates made by
the cxccutive departments indicate very substantial additions to
Foderal expenditures next year. In view of this, your committee
believes that every cffort must be made to reduce expenditures.

Your committec’s bill provides tax increascs in all of the major
tax areas. Individual income taxos for most taxpayers arc raised

1
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2 " REVENUE ACT OF 1951

by 11 percent effective November 1, 1951, The top income tax rate
of corporations is raised to 52 percent. The ceiling rate on excess
Dprofits taxcs is raised to provide a maximum effective income and
excess profits tax rate of about 69 percent. Ixcise taxes also are
raised, primarily those on alcoholic beverages, tobacco, gasoline,
automobiles, and elcctric, gas, and oil appliances, and a new tax is
imposed on wagering. The bill also provides taxes for certain types
of presently exempt income of cooperatives, mutual savings banks,
and building and loan associations. ;

II. REVENUE ESTIMATES

Table I shows the estimated increase in tax liabilitios under your
committee’s bill and under the House bill in a full year of operation,
and also the cffect of these bills on collections in tho fiscal year 1952,
Both the increases in liabilitics in a full year and the increases in
collections in the fiscal year 1952 are shown by major revenue sources.

It is estimated that your committee’s bill will increase tax Labilities
in a full year of operation by approximately $5,500 million, and that r
it will increasc collections in the fiscal year 1952 by about $2,700 '
million. The increases in collections in the fiscal year 1952 arc con-
siderably smaller than the increase in, tax Habilitics provided by your
committee’s bill in a full year of operation, both because the changes
are not fully effective in the fiscal year 1952, and because collections
tend to lag behind the incurring of liabilitics. The House bill would
increase tax liabilities in a full yoar of operation by approximatcly
$7,200 million. and would increase collections in the fiscal year 1952
by about-$4,900 million.! - The major differences from the standpoint
of revenue between the ITouse bill and your committee’s bill can bo
accounted for by the fact that your committee did not impose as
large incrcases in individual and corporate taxes as the House, and
did not subject corporate dividends to withholding.

The increase in excise tax collections in the fiscal year 1952 assumes
that the changes in thesc taxes become cffective as of November 1,
1951, the same date as is provided in your committee’s bill for the
increases in the individual income tax.

TaBLE 1.—Estimated effect of the House bill and committee bill on taz liabilities in a
Jull year of operation and on collections in the fiscal year 1952 A

[In millions]

House bill Coinmitteo bill

Full year | Fiscal year | Full year | Fiscal year
effect 1952 effect effcet 1952 effect

‘Individual income tax_...._.... $2, 847 131, 652 $2, 367 $1,379
.General corporato tax changes - 22, 855 21,740 22,060 *
Tax-cxempt organizations__ __ Q 0 150
‘Structural changos in the income t; 245 705 —224 —219
Btructural changes in the excess profits tax. - 0 0 —120 —120
Btructural changes in the estate and gift taxes._ . * ™ -2 0
Excise tax changes. .. o.oooaooo oo .77 1, 252 3811 1,275 4823
Total. e 7,199 4, 908 5, 506 2,733

*Negligible.

! Estimate based on the assumption Flouse provision is effective Nov. 1, 1951, instead of Sept. 1 as pro-
‘'vided by the House bill, . :

? Net mcreaso after allowing for reduction in individaal income taxes duo to lower dividends.

# This larger amount is due primarily to the acccleration of colleetions on withholding,

4 Assnmes excise tax changes offective Nov. 1, 1951,

! This assumes exclse and individual income tax increases provided by the House bill aro effective
November 1, 1951, :
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REVENUE ACT OF 1051 3
III. CHANGES IN THE iNDIVIDUAL INCOME TAX

Your committce’s bill, in a new rate schedule, provides the lower
of the following two increases: An 11-percent increase in present tax
rates, or an 8-percent additional tax based on the surtax net income 2
remaining after the deduction of present taxes. The House bill pro-
vided an additional tax equal to 124 percent of the existing tax for
all income brackets except the very highest.

The incresse provided by your committee applies only to the tax on
ordinary income. The increase under the House bill also applies to
the alternative tax on capital gains. :

The rate increases under your committee’s bill, in effect, are made

as of November 1, 1951, the date when increased withholding becomes
effective, and are to terminate as of December 31, 1953. Under the
House bill the rate increases, in effect, are made as of September 1,
1951, the date when increased withholding was to become effective
under that bill, but no termination date was set.
- Both your committee’s bill and the ITouse bill grant to heads of
households some of the benefits of income splitting now enjoyed by
married persons. Under your committee’s bill they obtain one-
quarter of the benefits of income splitting, and under the House bill,
one-half. For calendar year taxpayers this head-of-household provi-
gion under both bills is to be effective beginning in 1952.

It is estimated that in a full year of operation the individual income
tax rate changes provided by your committee’s bill will increase
liabilities by $2,394 million and that on the same basis the head-ol~
houschold provision provided by your committee’s bill will decrcase
revenues by $27 million. Thus, it is estimated that the combined
effect of these provisions will be to increase liabilities in a full year of
operation by $2,367 million. : :

Since, in effect, the rate changes made by your committee’s bill do
not become operative until November 1, and the head-of-household
provision for practically all taxpayers will not be elfective until Janu-
ary 1, 1952, collections in the fiscal year 1952, ending June 30, 1952, will
not fully reflect the inereases provided. Therefore, fiscal year 1952

“collections under your committec’s bill are expected to be increased

by only about 58 percent of the $2,367 million, or by $1,379 million.
Since the rate changes made by the Ilouse bill were to be effective
as of September 1, 1951, the report by the Committee on Ways and
Means of the House cstimated collections in fiscal year 1952 would be
increased by $1,947 million. IHowever, had the effective date been
November 1, as under your committee’s bill, fiscal year 1952 collections
under the House bill would have been increased by $1,652 million.

A. Rare CHANGES
1. Description )

For taxable years beginning after October 31, 1951, your com-
mittee’s bill increases the present individual income taxes by the
lowor of cither about 11 percent of the present combined normal tax
and surtax, or approximately 8 percent of the surtax net income 3 after
present taxes. These increases are to terminate as of December 31,
1953. The House bill increases the present normal tax and surtax

2 Surtax net income is income after deductions and exemptions,
8 Surtax net income 1s Income after deductions and exemptions,
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in most cascs by 12% percent for taxable years beginning after August
31, 1951. No termination date for this increase is provided. The 11-

or 8-percent increase provided by your committee’s bill is incorporated’

in the surtax rate schedule. Under the House bill the 12¥%-percent
increase. is to bo a separate tax computation, although it is incorpo-
rated in the tax table used by those with adjusted gross incomes of
$5,000 or less.

The new surtax table in your committee’s bill provides surtax
bracket rates ranging from 19.2 percent on thoe first $2,000 of surtax net
income to 88.7 percent on surtax net income in excess of $200,000.
This, when combined with the flat 3-percent normal tax, gives total
rates which range from 22.2 percent on the first $2,000 of taxable in-
come to 91.7 percent on taxable income in excess of $200,000. The
combined normal tax and surtax rates (including the 12% percent in-
creasc) under the House bill range from 22.5 percent on the first $2,000
of surtax net income to 94.5 percent on surtax net incomes in excess of
$80,000. Under present law these combined rates range from 20
percent on the first $2,000 of taxable income to 91 percent on incomes
in excess of $200,000,

«  Your committee’s bill raises the effective rate limitation, or maxi-

mum combined normal tax and surtax on total net income, from the
87 percent provided by present law to 88 percent.  This effective
rate limitation prevents an individual’s total net income from being
taxed at a rate higher than 88 percent, although the bracket rate. on
income in excess of $200,000 permits a portion of an individual’s
income to be taxed at as high a rate as 91.7 percent. Under the
House bill the effective rate limitation is raised to 90 percent.

Your committee’s bill also provides a new surtax rate schedule for

the calendar year 1951, adding to the prescnt tax burden about one-
sixth of the increase provided for 1952 and 1953. 'Thus, for 1951 the
present tax is increased by the lower of either nearly 2 percent of the
existing law tax, or by slightly over 1 percent of surtax net income after
deducting the present tax.” This is roughly the equivalent of making
the full 11-percent or 8-percent increase cffective November 1, 1951,
The House bill which would have been effective as of September 1,
1951, provided a 4-percent increase in the present law tax for calendar
year 1951 taxpayers. This would have been roughly the equivalent of
making the tax increase effective for the last third of the year. The
combined normal tax and surtax bracket rates under your committee’s
bill for the calendar year 1951 range from 20.4 percont on the first
$2,000 of taxable income to 91.1 percent on taxable, income over
$200,000. - Under the Housc bill these rates range from 20.8 percent
on the first $2,000 of taxable income, to 92.56 percent on.taxable
incomes in excess of $200,000.  Under your committce’s bill the effce-
tive rate limitation for calendar year 1951 taxpayers is 87.2 pereont,
and under the House bill, 88 percent.
- Your committee’s bill also. adds a provision which makes inap-
plicable, for 1951, the penalties and additions to tax for willful failure
to make declarations or pay estimated tax with respect to the addi-
tional tax imposed on individuals by this bill. =

For 1952 and subsequent years and for the last third of 1951 the
House bill provides an increase in the alternative tax on capital
gains of individuals. For 1952 and subsequent years this increasc
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is 121% percent, the same increase as provided for the normal tax
and surtax. Applying this to the present 25-pcrcent capital gains
tax gives a now rate of 28.125 percent. For the calendar year 1951
the House bill provides a 4-percent increase in the alternative tax
on capital gains resulting in a total capital gains tax rate of 26 percent.
Under your committee’s bill no change is made in the alternative tax
on capital gains. - Thus, the rate remains at 25 percent both for 1951
and 1952 and subsequent yoars.

Under both your committec’s bill and the House bill new withhold-
ing tables are provided to reflect the increased taxes. The withhold~ -
ing in both of these tables is at approximately 20 percent as contrasted
to 18 percent in the table in present law. Similar adjustments are
made in the percentage method of withholding. A withholding tax
rato of approximately 20 pereent collects tho full amount ordinarily

v due on the beginning rates provided by your committee’s bill and the
House bill after allowance for the standard deduction.

Table 2 shows the amount of tax paid at selected net income levels
under present law, under the House bill for the calendar year 1952 and
subsequent years, and under your committee’s bill for the calendar
years 1952 and 1953. Tho tax burdon is shown scparately for single
persons with no dependents, for married couples with no dependents,

_and for marricd couples with two depondents. The tax of single
persons, of married couples with no dependents and of married couples.
with two dependents shown in this table differ because the amount
of tax paid is shown by net incomeo * classes. Net income for these
classes of taxpayers differs from the income on which the tax is based
because a single person receives one $600 oxemption, a married couple
two $600 exemptions and a married couple with two dependents four
$600 excmptions. In addition, marricd couplos receive the benefits:
of income-splitting. '

¢

4 Not income is income after deduetions but bofore exemptions.

rd
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TaBLE 2.—Comparison of individual tncome-taxr burdens under present low with
those under the House bill and Finonce Committee bill Jor 1962 and 1963

SINGLE PERSON, NO DEPENDENTS

. Amount of tax
“ Net income (after deductions but bofore oxemptions) . TFinance
: : : Present Iaw | House bill Co%’fffttee
$40 $45 $44
80 90 80
280 315 311
488 549 542
708 797 786
44 1,062 1,048
1,780 2,003 1,974
2,436 2,741 2,704
4,448 5, 004 4,940
6, 942 7,810 7,718
9,796 11, 021 10,872
26,888 29, 687 28,234
66,798 |- 74, 831 69, 344
247,274 263, 831 251, 522
429,274 2 450, 000 434, 922
1870, 000 2900, 000 2 880, 000

$60 $68 867

160 180 178

360 405 400

560 630 622

760 855 844

1,416 1, 593 1,671

1,888 2,124 2, 096.

3,260 3, (68 3,618

4,872 5,481 5,408

6,724 7, 565 7, 460

£ 19, 592 22,041 21,744
:$100.000 _ 52,776 59,373 56468
$1300,000 _ 222,572 244, 16t 228664
$500,000 ___ . . 403, 548 433, 161 411, 314
$1.000,000, ____________TTTTTTTITTT e, - 838, 548 2 800, 000 869, 824

MARRIED COUPLE, 2 DEPENDENTS

000 e $120 $135 $133
$40000 . . - 320 360 355
$6,000. . - 520 585 577
$&,000_ 1, 152 1,296 1,278

10,0000 - 1, 592 1,791 1, 766

15,000 - 2, 500 3,263 3,222
$20,000 - 4, 134 5.022 4, 952

20,000 . - 6, 268 7. 052 13, 955

50,000 ___ - 18, 881 21, 245 20,961
$100,000 _ 51,912 58, 401 b5, 592

h3C0,000_ 221, 504 243, 027 227,581
$600,000. _ 402, 166 432, 027 410, 2433
$1,000,000_ LIl 857, 166 2 900, 000 868, 743

I Maximum effeetive rato limitation of 57 percont.
! Maximum effective rate limitation of 40 peyeent.
* Maximum effective rate limitation of 45 percont,

2. Reasons for the rate changcs

Your committee believes that in view of revenue requiremen ts.
resulting from the present national defense emergency it is necessary
to make substantial inereascs in the individual income taxes. Only
by such increases will it be possible to come close to balancing the
budget and alleviating the impact of increased inflationary pressures
arising from additional deferse expenditures, It is believed, however,
that the 12}-percent increasc in present taxes provided by the House
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bill is too severe in view of the fact that an average increase of 17 per-
cent in individual income taxes has been made quite recently by the
Revenue Act of 1950. For that reason your committeo has reduced
this percentage increase for the bullk of the taxpayers to 11 percent of
their present taxes. Iven with this increase many taxpayers will

find themselves with tax rates in excess of the peak rates imposed
during World War II. :

Your committee modified this 11-percent inerease by providing that
in no case is the increase to be more than about 8 percent on the income
remaining after taxcs. Your committco belicves that a provision of
this type is fairer to all income groups than the type of provision
adopted by the House. For most taxpayers their present tax is much
smaller than their income remaining after the payment of taxes.
However, because of the present highly progressive income tax rates
for some taxpayers, their income remaining after the payment of all
taxes is smaller than their present tax burden. In tho case of both of
these groups of taxpayers, your committee’s bill imposes an increase
on the smaller aroount; in tI)\’e casc of the former group, on the present
tax burden, and in the casc of the latter group, on the income re«
maining after payment of the present tax burden. The percentage
increase in income after taxes is cffcctive with respect to taxable
incomos of about $27,000 and over. It was belicved necessary
to provide a limitation of this type, in view of the fact that in the
upper income brackets the marginal rates, or the rates applying to the
next dollar of income, are already very high. The present law mar-
ginal tax rate at $28,000 of surtax nct income, for example, is 62
percent; at $44,000 is 72 percent; at $70,000 is 81 percent; and at
$200,000 is 91 percent. Your committee’s bill raises these marginal
rates very substantially, although not as much as the 12%-percent
increase provided by the House, In the view of your committee,
the marginal rate of about 70 percent provided on surtax net income of
$28,000 under the House bill will scriously impair the incentives of the
taxpayers in this bracket to work and to invest. Still more drastic is
the marginal rate of nearly 85 percent provided by the House bill on:
incomes of $50,000, and the rate of 94.5 percent provided for incomes
of $80,000. The rates provided by your committee’s bill in these
brackets also arc drastic but less so than those of the EHouse bill,
Under your committee’s bill the marginal rate at $28,000 is 67 percent;

~’ at $44,000 is 73 pereent; at $70,000 is 82 percent; and at $200,000 is
01.7 percent. -

‘A simoilar limitation on the tax increase was previously provided
in the Victory tax imposed by the Revenue Act of 1942. That tax
was limitod to the excess of 90 percent of net income after the regular
income tax liability. The 1940 defense tex also used this type of
formula.. Your committee believes that in bracket arcas where the
progression is already quite steep the formula used in imposing addi:
tional taxcs should measure ability to pay by taking into. considera-
tion taxes already paid. It is only the funds remaining after the
payment of the present tax burden which. such individuals will have
available to mect additional tax burdens. '

Although the House bill increases the alternative tax on capital
gains to a little over 28 percent, your committee’s bill rotains tho
ceiling rate in this tax at 25 percent.  Your committee recognizes that
capital gains are different from ordinary income in that the time of
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realizing & capital gain, to a substantial degree, is subject to the
control of the taxpayer. Thercfore, in this case, particularly, high
rates tend to discourage the realization of gains. Congress has
recognized this as far back as the Revenue Act. of 1942 by placing an
effective ceiling rate of 25 percent on capital gaing income.- Since
that time, although individual income tax rates have been both sub-
stantially increcased and decreased, this ceiling rate has remained
the same. In view of this your committee docs not believe that it
is appropriate to consider a change in this ceiling rate at this time.

A termination date, namely, December 31, 1953, has been provided
by your committeoe for the individual income tax rate increases because
it is recognized that thesc rates arc exceedingly high, and your com-
mitteo hopes that it will be unnecessary to continue rates at this high
level after December 31, 1953, In any case, it appoars desirable to

-review the lovels of the individual income tax rates at that time.

- November 1, 1951 was selected as the cffective date for the individ-
ual income tax increases because so much of the individual income
- tax is collected through the withholding system: that it is not feasible M
to make changes in this tax applicable prior to tho time tho withholding e
rate increases can be made.  Because some time will be required for
the preparation of the new withholding tax tables and their distribu-
tion to employers, November 1 appears to bé the carliest possible
date at which withholding can be made effective. The September 1
date contained in the House bill was selected before it was known
how much time would be required for the proper consideration for
this tax measure.

Your committee has included the increase provided by its bill in
the regular surtax rate schedule because it is believed that this will
be easier for both the taxpayers and the administrators. Tho report of
the Committee on Ways and Means of the House indicates that the
rate increase provided by the House bill was not included in the rate
schedule because it was believed that a separate schedule would be

- ‘more generally recognized as representing a temporary tax increase.
Your committee agrees with this objective, but believes that it is
better accomplished by the termination date for the individual in-
come tax increases as provided in its bill. Thercfore, it was believed
unnecessary to retain the incrcase made by your committec as a
separate computation. . :

B. Hruap-or-HouseroLp Provision
1. Description _

For persons qualifying as a “head of a household”’ your committee’s
bill provides a new surtax table applicable for taxable vears beginning
after October 31, 1951 and.- the House bill, for taxable vears beginning
after August 31, 1951. Thus, in both cases, for a calendar yvear tax-
payer, the provision will not become effective until 1952. ~In your
committee’s-bill the new surtax table is constructed to give heads of
households approximately one-quarter of the bencfits of income-split-
ting, while the surtax table in the House bill provides them approxi-
matcly one-half of these benefits.
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- Your committee’s bill defines a head of a houschold, for purposes of
obtaining the bencfits of this special provision, as an individual who
is not married and who maintains a houschold in which lives—

(1) One of his children (including an adopted child), onc of
their descendants or a stepchild (but the child, descendant, or
stopehild if married must still be a dependent of the taxpayer
and .not file a joint return); or

(2) Any person (not filing a joint return with a spouse), who
has a gross income of less than $600,° more than half of whoso
support is supplied by the taxpayer and who bears one of the
following relationships to the taxpayer:

(a) A brother or sister or stepbrother or stepsister,

(b) A parent or one of their ancestors,

(¢) A stepparent,

(d) A nephow or nicce,

(e) An uncle or aunt, or :

() A son-in-law, daughter-in-law, mother-in-law, father-in-
law, sistor-in-law, or brother-in-law.

The House bill differs only in one minor respect in tho tests outlined
above. In the ITouse bill the descendants of stepchildren are included
among the relatives who if living in the houschold of a taxpayer may
make him eligible for the head-of-houschold status.

Under both bills, a taxpayor is considered as maintaining a household
only if during the yoar he furnishes more than half the maintenance
costs of such houschold. Morcover, the individual who makes it
possible for the taxpayer to gain the bencfits of the head-of-household
status must actually live in the taxpayer’s household during the entire
taxablo year unless he is temporarily absent, for example, attending
school or for reasons of health. Under this definition it is immaterial
how mueh gross income an unmarricd child or grandchild living with
the taxpaycr may have. ' :

Table 8 shows for both the House bill and your committee’s bill
the amount of tax paid at sclected net income levels for heads of house-
holds with one dependent, for single individuals with one dependent,
and for married couples with no dependents. It also shows how much
less the tax of the head of household and the tax of the married
couple are than that of the single person at the same income level.
This represents the benefits of income splitting which present law
- grants in full to married couples and which both the House and your

committeo’s bill grant in part to heads of households. The last
column of the table expresses the income-splitting benefits granted
heads of houscholds as percentages of the mcome-splitting benefits

* available to marriod couples. This shows that your committee’s bill

grants about 25 percent, and the Iouse bill about. 50 percent, of the
benefits of income splitting to heads of households.

s Under prosent law the taxpaycr is allowed a dependeney eredit provided the dependent has a gross
ineomo of Toss than $500. Socc. 310 of your committee’s bill, diseussed elsewhere in this report, raiscs the
allowable gross income of & dependent to $600.
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TaBLE 3.—Comparison of
under the ITouse bill and
1 dependent and for married couples unde

your commiltiee’

A, HOUSE BILL

individual income tax burdens for heads of households
s bill with those for single persons with
r both bills, for 1962

"Amount of tax difference

Amount of tax between single person | Percent tax
with 1 dependent and—j dilll‘.ercglc?
Selccted net —| ofhead o
ineome levels ! Head of Single indi- Married }11;) g?%llll(gtd
household vldﬁal with | couple filing Head of Married of married
a wit]zil ¢ | 1exemption a J;;oint; household couple couple
ependen return

$1,500. . _..__._. $68 $68 368
$2,000.. 180 180 180
$3,000. 405 405 405
$5,000_ 875 8906 855
$8,000 1,697 1, 800 1, 593
$10,000 2,318 2,611 2,124
$15,000 4,172 4, 696 3, 668
$20,000 6, 462 7,452 5,481
$25,000. . 9, 092 10,622 7, 565
$50,000_ _ 25, 605 29, 201 22,041
$100,000. 66, 830 74, 264 59,373
$500,000_.... 442,724 2 450, 000 433, 161
$1,000,000. _.______ 2 900, 000 2 900, 000 2900, 000

%67

178

400

872

1,728

2,388

4,372

6,872

9,722

26, 288

- 85,732

$5600,000_ . 428, 890

$1,000,000. ... @ 880, 000

I'Incomo after deductions but before exemptions.
2 Maximum cffcctive rate limitation of 90 percent,
3 Maximum effective rate limitation of 88 porcent.

2. Reasons for adopting the head-of-household provision

Your committee agrees with the House that taxpayers, not having
spouses but nevertheless required to maintain a household for the
benefit of other individuals, are in a somewhat similar position to mar-
ricd couples who, because they may share their income, are treated
y as if they were two singlo individuals
ncome of the couple.

under present law substantiall
each with balf of the total i
head of houschold who must maintain a home for a. ¢
is likely to be shared with the child to the extent n
tain the home and raise and cducate the child. T
ustifies the extension of some of the benefits of inco
ardship appcars particularly severe in the case of ¢
children to raise who, upon the death of his spouse, finds himself in

the position not only of being denied the spousé’s aid in
children, but under present law also may find: his tax

heavier.

As indicated b

of the House it

the full benefits of incom

The income of &
hild, for example,
ecessary to main- .
his, it is believed,
me splitting, The
he individual with

raising the
load much

y the report of the Committeec on Ways and Means
docs not appear appropriate to give a head of household
o splitting because it 1s unlikely that there is

1 1
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as much sharing of income in theso cascs a8 betwoen spouses. More-
over, it is your committee’s opinion that in view of the fact that under
the head-of-houschold provision taxpayers aro not required to include
the income of the dependent (spouses must filo a joint return in order
to cnjoy the bencfits of incomo splitting) an allowance of 25 percent
of the benefits of income splitting for such taxpayers should be
adequate. '

In defining the relationship to the taxpaycr of an individual who
enables tho taxpayer to claim the head-of-houschold status, the
relationships provided in scction 25 () (3) of the code for claiming
a dopendency eredit have been followed. In all cases cxcept thoso
in which unmarried children, their doscondants or stepchildren.
live in the home of the taxpayer he must supply over half of the support
of the relative and the relative must have gross income of less than

~ $600.° These limitations are believed to be unnecessary in the case
of children, grandchildren, or stepchildren because such relatives are
ordinarily a part of the close family unit and the relationship is more
nearly similar to that oxisting between spouses than is true in the
other cascs. However, even such individuals must live in the same
household as the taxpayer, except for the tcmporary absences pre-
viously described, and the taxpayer must supply over half the cost
of maintaining the houschold. However, the limitations described
in section 25 (b) (3) arc applicd where tho children or grandchildren
are married. This will prevent extending the bencfits of a head of
household to a parent while the child is himself obtaining the benefits
of income splitting with his spouse.

(

C. DistripurioNn oF Tax BurpuN

Table 4 shows the distribution of the individual income tax burden
under present law, the House bill and your committec’s bill by ad-
justed gross income classes.” 1t also distributes by the same classes
the number of taxable returns, the adjusted gross income, the value
of thé exemptions and the normal tax and surtax net income.®

The table indicates that of $25,823 million in total individual
income tax liability under your committec’s bill, $9,637 million will
come from those with adjusted gross incomes of $5,000 or less
and $16,186 million from those with adjusted gross incomes of over
$5,000. ‘
= 6 Sce footnote 4 above,

7 Income aftor business but before personal deductions and oxemptions.
8 Income after business and personal deductions and exomptions.

89079—51-——2
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TaBLE 4.—Estimated distribution of individual income-taz returns, income, exemp-
tions, and tax Liability under present law, House bill, and Finance Commitiee bzll
when fully effective .

[Money amounts in millions of dollars]

Total tax | Total tax

| Total | Adjusted| Value of | Surtax ’I;g‘t(al nder | _under
Adjusted gross incomie classes | number | £ross cxemp- noet rosent House | Yinanco
of returns { income tions income | P o 1 e Commit-
law bill? . teo bill !
1, 868, 095 $1, 556 $1, 121 $272 $54 $61 $00
6,901, 074 10, 875 &b, 436 4,209 842 947 |. 0934
10, 908, 014 27,275 12, 918 11,226 | 2,245 2, 626 2,492
.| 9,830,797 33, 462 15, 406 14,315 2,871 3, 220 3,186
. 6, 262, 777 27,906 11, 259 13, 247 2,072 3,002 2, 964
Total under $5,000__...__ 35, 860, 757 101, 073 46, 230 43, 268 8, 684 9, 765 9, 637
$5,000 to $10,000. . . --| 6,615,670 42, 850 12, 524 24,916 5, 080 5,707 5,635
$10,000 to $25,000. 1, 342, 865 19,470 2,637 14,742 3,488 3, 008 3, 864
$25,000 to $50,000. 247,141 8, 200 495 6, 970 2, 289 . 2,560 2,529
$50,000 to $100,000. _ 70,115 4,675 138 . 3,066 1,862 2, 086 2,026
$100,000 to $260,000. .. __ 18, 276 2, 559 35 1,966 1,276 1,429 1,341
$250,000 to $500,000_ . .. 1,967 | 647 3 438 378 418 X 388
$500,000 to $1,000,000.___ 479 316 1 185 192 200 195 .
$1,000,000 and over.__________ 189 310 ® 178 - 206 218 208 A
* Total ovor $5,000....___ 8,320,711 | 79,027 | 15,838 | 53,363 | 14,771 | 16,587 | 16,186 ’
Total oo . 44,187,468 [ 180,100 | 62,003 | 06,631 | 23,455 f 26, 302 ( " 26,823

! Includes normal tax, surtax, and altcrﬂa.tivc taxon net long-term capital gains.
2 Less than $500,000.

Nore.—~Figures aro rounded and may not add to totals,

IV. GENERAL CORPORATE TAX CHANGES

Both your committee’s bill and the Houso bill provide a top corpor-
ate rate of 52 percent as contrasted to 47 pereent under existing law.
our committée’s bill provides a corporate income tax rate of 27
percent on the first $25,000 of cach corporation’s income, and a 52-
percent rate on all income in excess of $25,000. This can be com-
pared with House bill rates of 30 pereent on the first $25,000 of in~
come, and 52 percent oa all income in excess of $25,000. TUnder
existing law the first $25,000 of each corporation’s income is taxed at
25 percent and all income in excess of this amount is taxed at 47 per-
cent. Under both your committec’s bill and the Houso bill the top
corporate income tax rate, taken together with. the 30 percent excoss
" profits tax rate, gives a combined rate of 82 pereent applying to ”~,
adjusted excess profits not income, as compared with a combined rate
of 77 percent under existing law.  Your committee’s bill provides a
cciling rate of 17 percent for oxcess profits tax and consolidated return
purposes, which when taken togother with the maximum effective
rate of about 52 percent under tho corporate income tax, means that
in no case will more than about 69 percent of a corporation’s incomo
be taken in income, consolidated teturn and cxcess profits taxes. The
House bill provides a celling rate on income taxes and cxcess prolits
taxes, taken together, of 70 percent, and present law provides a 62
percent ceiling of this type.  The normal tax and surtax rate changes
provided by your committee’s bill are effective as of April 1, 1951,
and are to terminate as of December 31, 1953.. The House bill sots
January 1, 1951, as the effoctive date but has no termination provision.
It is estimated that in a full yoar of operation these changes in
corporate rates will increase liabilities by $2,220 million before
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consideration is given to the offect on individual income taxes of the
emaller amounts which will be available for corporation dividend
payments. Of this amount, $2,100 million is attributable to the
ihereases in the rogular corporate income taxes. The additional
$120 million is attributable to increases in cxcess profits tax liabilities.
Tt is estimated that after the decrease in individue' income tax col-
loetions resulting from smaller dividend paymenis is taken into
account, the net increase provided by the actions of your committee
with respect to corporate rates will be $2,060 million. The House bill
provided a gross incrcase in corporate tax liabilities of $3,078 million
and a net increase of $2,855 million.

In the fiscal year 1952, ending June 30, 1952, it is estimated that the
increases in corporate rates provided by your committee’s bill will
inerease Tovenues in this year by $870 million as compared with
$1,740 million under the Mouse bill. :

A. Nonmarn Tax anp Surrax Rare Conancms

g Your committec’s bill nrovides a corporate normal tax rate of 27
percent as compared to 25 percent under existing law, and 30 pereent
under the House bill. The corporate surtax rate under your com-
mittee’s bill is 25 percent as compared to 22 percent under both
existing law and the Iouse bill. Changes are also provided in both
your committec’s and the ITouse bills in the credits allowed Western
Hemisphere trade corporations and the credits for dividends paid
and received on preferred stock of public utilitics, in order to retain
the tax differential provided in these cases under cxisting law.

Since corporations with incomes of $25,000 or less are subject only
to the normal tax, their rato of tax is increased from 25 percent to 27
percent under your committec’s bill, or by 3 percentage points less
than is provided by the House bill,  The combined normal tax and
stirtax on incomes in excess of $25,000 is increased from 47 percent to
52 pereent by your committec’s action, the same increasc as is pro-
vided by the House bill, Table 5 compares for corporations with
selocted net incomes the combined cornorate normal tax and surtax
offective rates under your committee’s bill with those under the
House bill, under existing law and under the law in effect prior to the
enactment of the Rovenue Act of 1950. The table indicates that
~ under your committee’s provisions the effective rate, or average rate

on the ontire taxable income, for corporations with incomes of $25,000
or less, is always 2 percentage points above existing law and 3 per-
centage points below the ITouse bill. Tor corporations with incomes
above $25,000 the percentage point increase provided by your com-
mittec as the income grows larger gradually approaches, but never
quite Teaches, a 5-percentage-point increase over existing law. Or,
expressing it another way, the inerease provided by your committee’s
bill never quite reaches the incrcase provided by the House bill,
This is attributable to the fact that your committee did not place the
full 5-pereentage-point increase on the normal -tax with respect to
which corporations are fully taxable, but rather added 3 of the addi-
tional 5 percentage points to the surtax with respect to which eorpora-
tions have a $25,000 exemption.
Table 6 shows for corporations with selected net incomes the com- -

bined corporate normal tax and surtax liabilitics under your com-
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mittee’s bill, under the House bill, under existing law, and under the

law in effect prior to the enactment of the Revenue Act of 1950.

The increaso in tax liabilities of your committee’s bill over existing

law ranges in the cases shown from 8 percent on incomes under

$25,000, to 10.64 percent on incomes of $100,000,000. TUnder the

House bill the increase in tax labilities ranges in the cases shown from

20 percent of the tax due under present law on incomes under $25,000,

to-10.64 percent on incomes of $100,000,000.  Thus under your com-

mittee’s bill the percentage increase in tax grows larger as the income

increases; while under the House bill exactly the reverse is true. :
The rate increases provided by your committee’s bill are much

larger than it would ordinarily be desirable to provide, and it is

realized that if corporate rates are continued at this high level in:

definitely the cxpansion of productive facilities may be seriously

impaired. For this reason your ¢ommittes has sot December 31,

1953, as the termination date for these increases. In the interval

before 1953, your committes believes that corporations. will be able

to stand these high rates in view of the high corporate profits stem- -

ming in a large part from the national defense program and the high T

level of demand generally for products and services, In the first

quarter of 1951 corporate profits before taxes were running at the

annual rate of nearly $52 billion, and in the sccond quarter of 1951

it is estimated that corporate profits were running at the annual rate

of $48)% billion. Thus, corporate profits in the first half of 1951

are above the very high rates reached in the last half of 1950 and

one-half again as large as the profits in the calendar ycar 1948, which

were the largest prior to 1950, Tt is expected that corporate profits

after all taxes, oven including the taxes imposed by your committee’s

bill, will be within about 2.5 billion of the level of corporate profits

after taxes in 1950 and above the profits after taxos in any prior year

except 1948. During World War II, for example, corporate profits

after taxes ranged from $8.5 hillion to $10.8 billion as compared to

anticipated corporate profits of about $20 billion after the taxes

imposed under your committee’s bill. _

TaBLE 5.—Comparison of corporate combined normal tar and surtox effective rates
under present law, House bill and Senate Finance Committee bill

Eflective rates of combined normal tax and Percentage point - 4 .
surtax (percent) : Inerease over present law
Net inc%me sué)jccttto normal
ax and surtax
. Finance Finance
Present House i House :

Pre-1950 + Committee + Committee

I‘aw hill il bill bill
21,00 | 2500 30. 00 27.00 5.00 2.00
21.00 | 25.00 30.00 27.00 5.00 ©2.00
22. 00 25.00 30.00 27. 00 5.00 2.00
23.00 25,00 30.00 27.00 5.00 2.00
28.00 28. 67 33.67 3L17 5.00 2.50
34.26 33. 26 38.25 36. 38 5.00 3.13
38.00 36. 00 41,00 39. 50 5.00 3. 50
38.00 37.83 42.83 41. 58 5.00 3.75
38.00 39. 867 44,67 43. 67 5.00 4.00
38.00 41. 50 46. 50 46,75 5.00 - 4,25
38.00 44,25 49, 25 48,88 5.00 4.63
38.00 45,90 50. 90 50.75 5.00 485
38.00 46. 45 51. 45 51.38 5,00 4. 93
38.00 46,95 51.95 51,94 5,00 4. 99
38. 00. 46. 99 51. 99 51. 99 5,00 +5.00

. 1 This percentage is rounded. It actually is just under 5 percent,
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TaBLE 6.—Comparison of corporate normal tax and surtar liabilities under pre-1960
law, present law, Ilouse bill, and Finance Committee bill

Inerease in tax lHability over.present law
Combined normal tax and surtax -
Net income sub- Ameount Percent
ject tonormal tax -
. and surtax Tinance Finance Tinance
Pro-1050 Prosent ITouso Com- Tiouso Jom- House Com-
law DAl | mitieo | bill | mittee | bl | mitteo
bill bill bill
$216 - $260 $300 $270 $50 $20 20. 00 8.00
1,050 1, 250 1, 500 1,360 250 100 20.00 8.00
2,200 2, 600, 3,000 2,700 T 500 . 200 20. 00 8.00
5, 760 6, 250" 7, 500 6, 750 1,250 500 20,00 8.00
8,400 8, 600 10,100 0,350 | 1,500 760 17,44 8.72
3700 | 13,800 | 15300 | 14,50 2,000 1,280 | 15.0¢ 9.40
19, 000 18,000 20, 500 19, 750 2, 500 1,750 13. 89 9,72
22, 800 22, 700 25, 700 24, 960 3,000 2,250 13. 22 9.91
28, 500 29, 750 33, 500 32,750 3,750 3, 000 12. 61 10.08
38, 000 41, 500 46, 500 45, 750 5,000 4,250 12. 05 10.24
76, 000 88, 500 08, 500 97,760 10, 000 9, 250 11.30 10,45
190, 000 220, 500 254, 600 253, 760 25, 000 24, 250 10. 89 10.57
380, 0600 464, 500 514, 600 513, 750 50, 000 49, 250 10,76 10. 60
: 3,800,000 | 4,694,500 | 5 194,500 | 5,193, 750 | 500,000 | 499, 250 10. 65 10. 63
o’ 38, 000, 000 |46, 994, 500 |51, 994, 500 |51, 993, 750 {5, 000, 000 |4, 999, 250 10. 64 10. 64
Morcover, these larger tax collections during the immediate period
ahead will occur during a period of large defense orders and a high
level of consumer income. The assurance of these large and predict-
able markets for producers during the immediate period ahead must
be offset against the adverse effect on incentives of the high corporate
taxes provided by this bill. o
Your committeo deems it desirablo to add only two out of the five
percontage points by which corporate taxes are increased to tho
normal tax because this is the only rate under which some small
corporations are taxed and the rate under which most of the income
of other relatively small corporations is taxed. Your committee be-
lieves that the continuance of a frce competitive market demands the
creation of new, and the growth of existing, small businesses and that
this necessitates proferential tax treatment with today’s corporate tax
burden.
B. Cring Rate or MaxiMuMm RATE LiMITATION
A

Under existing law the normal tax, surtax, 2-percent tax on con-
solidatoed returns, and excess profits tax togother may not excecd 62
percent of a corporation’s cxcess profits net income (incomeo before
deducting the excess profits credit and unused cxcess profits credit
carry-over.” Thus, for corporations with cffective income tax rates
of about 47 pereent, this means that the excess profits tax may not
exceod about 15 pereent of their excess profits not incomeo.

Under the House bill this ceiling rate, or maximum rate limita-
tion, is raised to 70 percent, or by 8 percentago points. Five of
these porcentage points morely offset the 5-percentage-point increase
in the income tax rates in tho case of the corporation with most of

9 Tor this purpose the excess profits net incomeo is substituted for the normal tax net income and surtax
net income in computing the various taxes involved, Txcoss profits not incomo is inecome before the dedue-
tion of the excess profits tax credit and the oxcess profits credit carry-over. The 30 percent excess profits
tax rate is applied to adjusted excess profits net neomo—that is, excoss profits net income after deduction
of the oxcess profits eredit and tho unused excess profits eredit carry-over.
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its income taxed at the 52-percent rate. Tho additional 3-percent-
age-point increase in the ceiling rate ‘provided by the House bill,
however, has the effect of increasing the cxcess profits tax liabilitics.
of many corporations. Tho 70-percent ceiling rate for a corpora-
tion with an effoctive income tax rate of about 52 percent moeans that
its oxcess profits tax may not exceed about 18 pereent of its cxcess
profits net income under the House bill as contrasted to 15 percent
under cxisting law. ;

Your committee’s bill adopts a new type of ceiling rate. The ceil-
ing rate in this bill is 17 pereent of excess profits net income but applies.
only with respect to cxcess profits tax liability and the tax liability on.
consolidated returns.  For corporations with income tax effective rates.
of about 52 percent this is the equivalent of about a 69-percent ceiling
rate on liabilitics under the income taxes, consolidated return tax and
excess profits tax, taken togethor, and this is the rate which is com-
parable in those cascs to the 70-percent ceiling rate under the House
bill and the 62-percent ceiling rate under existing law. - However,
because of the $25,000 surtax exemption, the effoctive income tax -~
rates of corporations with taxable incomes of loss than $300,000 is loss ”'
than 50 percent. As a result a ceiling rate of 69 percent on their
combined income and excess profits liabilities is quite different from
& 17-percent ceiling on their excess profits tax liabilities. Table 7
shows for selected income levels, the effective income tax rates under
your committee’s bill, and the maximum effective rates with the 69-
percent ceiling formula and the 17-percent ceiling formula. The table
mdicates that for corporations with incomes over $58,000 ¥ the 17-
pereent formula is the more generous, resulting in a maximum tax
saving of nearly 6 percent 'of total income for corporations with
incomes of about $106,000.

10 For corporations with incomes under $57,692.31 the $25,000 minimum execss profits tax credit provents
& higher effoctivo rate than 17 percent under both formulas.
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Taptn 7.—Corporation normal tax and surlax effective. rates under - the Finance
Commiltee bill, and o comparison of the maximum effective rates of income and
excess-profits taxes under o 69-percent ceiling rate on income and excess-profits tares -
with the ceiling rate under the Senate Finance Commiitee bill (a 17-percent ceiling
rate on excess-profits laxes alone) : :

Maximum offcetive rato of income and
Effoctive rate . excess-profits taxes
of nolrmal tax
Current income and surtax ) 17 percent
o el | mporoent | ouclils| rorcentoze
oo i ceilin n
mittee bill excocsosﬂg{oﬂts (provided difference
g by bill)
DPercent Percent Peréent Percent
27. 00 197,00 797,00
27.00 137,00 2 97, 00
31,17 136.17 236,17
36. 38 147,63 247,63
39,50 154, 50 2 54, 50
117 158,17 258,17
4158 159,08 58. 58 ;
43,07 162,36 60. 07 9,29
44,19 164, 8 61.19 3.62
. 4500 | - 106.72 62.06 .66
N’ 45.75 168.25 62,75 5.50
46,09 69.00 63.00 5.91
4783 | 69.00 64. 83 17
48,88 69, 00 65. 88 3.12
19,50 69,00 66. 50 2,50
49,92 69, 00 86.92 2,08
50. 44 69. 00 07, 44 1.56
50. 75 69, 00 67.75 1.95
51.38 69. 00 68.38 . .63
51,04 60. 00 68.94 | .06
51,90 69. 00 68.99 "ol
1 As a result of the $25,000 surtax cxemption and the $25,000 minimum credit, the maximum effective rate
gn in;:é)mz(% and oxecss-profits tax lHabilities is always less than 69 percent for corporations with incomes below
§105,769.23. .
2 Ag a result of the $25,000 minimum cxcess-profils-tax credit, tho maximum cffective excess-profits tax
rate for corporations with incomes below $57,692.31 is always less than 17 percent.

Your committee profers this ceiling on oxcess-profits-tax liabilitics
ovor the type of ceiling rate in present law and the House bill because
this type of ceiling rate is more advantageous to small corporations.
Moreover, even for large corporations this 17-percent eeiling rate pro-
vides a maximum offective rate on total Liabilities which is never quite
69 pereent as compared to the flat 70-percent ceiling provided under
tho House bill.  Although the large corporations subject to this maxi-

~ mum rate necessarily have substantially larger carnings than their

exeess-profits-tax credit would suggest is “normal,” this lower maxi-
mum rate is decmed desirable because imperfections in the present
allowable methods of computing the excess-profits credit may sub-
stantially understate “normal” carnings.

Q. Carimar-Gains Tax RaTE

The House bill inereased tho capital-gains tax rate for corporations
from 25 to 28.125 percent. This 1s an inereasc of 12% pereent, which
corresponds with the 12}4-pereent increase made by the House bill in.
the eapital-gains tax rate of individuals. Since your committeo’s bill
provides no increase in. the maximum capital-gains tax rate of individ-
uals, no increase is made in the capital-gains tax rate. of corporations.
Under the House bill it was estimated that the rate inereasc in capital
gains would increase corporate tax linbilitics by $38 million before
taking into account the reduction in corporate dividend payments.
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D. PERCENTAGE OF THE AVERAGE Basgy Puriop NEr IncoME Taken
Into Account ix CompuTiNG THE Excrss-ProrTs CREDIT

Under present law a corporation in computing its excoss-profits
credit on the basis of average earnings may take into account only
85 percent of its average earnings in its three best years in the period
1946-49. The House bill reduces this percentage to 75 percent, hut
your committee’s hill keeps it at 85 percent.

_After studying this point last year in its consideration of excess
profits tax legislation, your committes concluded that o 15-percent
discount was an adequate adjustment in order to place 1946-49 earn-
ings nn a normal basis.and your committee believes a, greater discount
cannot be sustained. To further reduce this 85 percent in the ease of
the average-carnings base is to penalize those using this type of credit
instead of the invested capital credit. It should not be forgotten
that in the World War IT oxcess-profits tax the average carpings in
the base period was only reduced by 5 pereent.

E. Errecrive Dartr &

Under your committee’s bill the corporate rate increases are effec-
tive as of April 1, 1951. Under the House bill they are effective as of
January 1, 1951. Your committee generally is opposed to making
retroactive rate increases and for this reason did not accept the House
effective date of January 1. However, the need for revenue in the
fiscal year 1952 made it necessary for your committee to apply these
rate increases as far back as April 1 of this year. By making these
corporate rate increases cffective at that time it is anticipated that
collections -in the fiscal year 1952 (before taking into account the
effect of smallor dividends on individual income tax collections) will
be increased by $975 million as contrasted to only $615 million if, for
example, the corporate rate changes were not made cffective until
July 1, or $295 million if the rate changes were made effective as of
October 1. Moreaver, by making the rate increase effective as of
January 1, the House bill increases the tax of most corporations even
before they have paid any of the additional taxes resulting from the
increases made by the Revenue Act of 1950. Thus, for a calendar year
corporation, for example, the top corporate rate would jump from 42
percent in 1950 to 52 percent in 1951. This is an increase of about ~
24 percent, and your committee considers it too steep an increase to
be made with respect to a single year. By making the increase effec-
tive as of April 1, your committee’s bill spreads the full 24 percent
increase over 2 years instead of 1. It should also be noted that for
the bulk of the corporations, which are on a calendar-year basis, the
Government will not begin collecting this additional 1951 tax lLiability
until March 1952 and will not complete its collection until December
1952.  Thus, corporations will have adequate time in which to prepare
for these additional tax payments. ,
- The corporate income tax and ceiling rate changes provided by your
committee’s bill are to be effective with respect to taxable years begin-
ning after March 31, 1951, For corporations with taxable ‘years be-
ginning prior to July 1, 1950, and ending after March 31, 1951, your
committee’s bill provides a formula for prorating the taxes due under
the law in effect prior to the Revenue Act of 1950, under existing law
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and under your committee’s bill. - For corporations with taxable years
beginning after June 30, 1950, and ending after March 31, 1951, your
committee’s bill prorates the taxes due under existing law and under
your committee’s bill. In general these proration formulas provide
that the tax on the entire income is to be computed at the two or
throe different rates applicable. Then these taxes are multiplied by
a fraction of which the numerator is the number of days in the corpo-
ration’s taxable year in which the rate in quostion is effective, and the
-denominator is the total number of days in its taxable year. Thesum
of these fractional taxes is the corporation’s final obligation.

F. DIsSTRIBUTION OF THE BURDEN

rable 8 shows the combined corporate income and excess profits
.tax Liabilitics of corporations in various income classes under existing
law, under the House bill and under your committee’s bill.  The table
indicates that of the 415,182 corporations with taxable net income,
292,491, or about 70 percent of the total, have incomes of less than
- $25,000. These corporations which have 4.8 percent of the total tax-
able income, bear 3.55 percent of the increasoe in tax liabilities provided
by the House bill, but only 1.94 percent of the increase in tax Tiabilities
under your committec’s bill. The 45,022 corporations with incomes
of $100,000 and over, which constitute about 11 percent of the total
number of corporations with taxable net income, have 87.25 percent
of the total taxable income, and would bear 89.34 percent of the
incroase provided by tho Ilouse bill, or 92.37 percent of the in-
“crease provided by your committee’s bill. '

TABLE 8.—Estimated corporale income and excess profits tax liabilities under presen
law, the House bill and the Finance Committee bill, calendar year 1961 1

Tncome and excess profits tax | Increase over present
liabilitics law

Number | Taxable

Paxable not income classesjol taxable| net in-

returns come Prosent Finance Finance
rotos Touse bill | Commit- | Flouse bill | Commit-
tee bill tee bill

Millions | Millions | Mitllons | Millions Millions | Mittions
i $540 $648 $583 $108 |- $43

Up to $25,000. . oo 202, 491 $2, 161

$25,000 to $50,000. . ... 47,192 1,506 520 608 563 88 43

i $50,000 to $100,000. .- 80,477 2,018 809 1,027 982 128 83

' $100,000 and over ... - 45,022 39, 311 21,426 24,142 23,473 2,716 2,047
Total oo ormomeeee- 415,182 45,056 23, 385 26, 426 25, 601 ‘ 3,040 ' 2,216

Up to $26,000 .o oooem 70. 456 4.80 2,31 2.45 2.28 3.56 1.94
$25,000 to $560,000. - ... 11.37 3.47 2.22 2.30 2.20 2.90 1.94
$60,000 to $100,000_ . .- 7.34 4,48 3.85 3.80 3.84 4.21 3.76
$100,000 and OVOr-oco—-- - 10. 84 87.25 91.62 91.36 91.68 80.34 92,37

100. 00 100. 00 100. 00 100. 00 -100.00 100. 00 100. 00

1 Baged upon a level of profits before tax (Commerco basis) of $48 billion.
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V. TAX-EXEMPT ORGANIZATIONS

Your committee’s bill imposes the regular corporate income tax on
certain undistributed profits of the following organizations fully
-exempt from income tax under section 101 of the present law: farmers’
purchasing and marketing cooperatives, mutual savings banks, and
State chartered savings and loan associations, as well as Federal savings
and loan associations. A minor amendment is also provided in the
case of edueational bodies with respeet to their “foeder” organizations.
‘This provision is in the ITouse bill. With respeet to mutual casualty
and fire insurance companies, presently subject to limited taxation, the
stafls of the Treasury Department” and the Joint Committes on
Internal Revenue Taxation have been requested to prepare a report
on their tax treatment, and your committee will give consideration to
this matler as soon as is feasiblo after the completion of that report.

The Iouse bill does not go into the subject of tax treatment of
cooperatives or mutual financial institutions. As a result the $150
million which it is anticipated will be derived from the tax treatment
provided in your committee’s bill for these organizations rcpresents Ay
an increase not only in the amount collected undor present law but
in the amount which would be collected under the House bill.

A. Coorrrarives

Section 101 (12) of the code exempts from income tax all farm
cooperatives which meet certdin specified requirements. This exemp-
tion includes not only cooperatives marketing the products of farmers
but also cooperatives purchasing products and reselling them to
farmers. The chief requirements which must be met by cooperatives
in order to be exempt from income tax under section 101 (12) are as
follows: ' “

1. They must be farmers’, fruit growers’, or like associations
organized. and operated .on a cooperative basis for the purpose
of marketing products or purchasing supplies for their members.

2. Substantially all of their stock (other than preferred non-
voting stock) must be owned by producers marketing products or
purchasing supplies through the cooperatives. '

3. The marketing of products of nonmembers may not exceed
50 percent in value of the cooperative’s total marketing. ‘

4. The purchasing for nonmembers may not excoed 50 percent
of the cooperative’s total purchasing, and the purchasing for per-
sons who are neither members nor producers may not cxceced 15
pereent of the cooperative’s total purchasing.

5. Nonmembers must not be discrimated against in the
allocation of patronage dividends or refunds to the accounts of
patrons.

At the present time, the advantages which are derived from exemp-
tion can be summarized as follows: First, the carnings of a cooperative
which are paid out to sharcholders in the form of dividends on capital
stock arc not taxable to an cxempt cooperative but are taxable to other

“cooperatives.  Second, any part of the not margins or profits which are
retained as reéserves and not allocated to the accounts of patrons are not
taxablo to an exempt cooperative but are taxable in the case of other
cooperatives. Third, nonoperating income such as interest, dividends,
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rents, and capital gains and also the income from certain business done
with the United States Government or its agencics, is taxable to the
ordinary cooperative even when allocated to the accounts of patrons,
but are tax-free to the exempt cooperative whether or not allocated.

Section 314 of your committee’s bill continues the exemption
provided by section 101 (12) of the code but removes from its applica-
tion earnings which are placed in reserves or surplus and not allocated
or credited to the accounts of patrons. In addition to being tax-free
with respeet to patronage dividends paid or allocated to patrons, as is
generally also truc in tho case of other cooperatives, the cooperatives
coming under section 101 (12) are also to remain exempt with respect
to amounts paid as dividends on capital stock, and with respect to
amounts allocated to patrons where the income involved was not
derived from patronage, as for example in the caso of interest or rental
income, and income derived from business done with the Federal
Government. Moreover, they will niot be taxed in any way with
rospeet to reserves set aside for any nccessary purpose, Or reserves
required by State law, if such reserves are allocated to patrons.

‘ As o rosult of this action, all carnings or net margins of cooperatives
- will be taxable cither to the cooperative, its patrons or its stockholders
with the cxception of amounts which are paid or allocated to patrons
on the basis of purchases of personal, rather than business, expense
items. With this exception, funds which are allocated to the accounts
of patrons, or paid in cash or merchandise, are taxable to them. This
is troe in the case of cither taxable or tax-exempt cooperatives. In
the case of cither a tax-cxempt or a taxable cooperative funds which
arc paid or allocated to patrons on the basis of personal expense 1tems
have no income-tax consequences to the patrons, since they represent
a return with respect to cxpenditures by the patron of a personal
nature, for which no income tax deduction has been taken by him.
Funds which are not paid or allocated to patrons but are retained as
reserves by the cooperatives will be taxable to the cooperative.  This
also will be true of both types of cooperatives. Funds paid out ag
dividends on ordinary capital stock in the case of the cxempt cooper-
ative will be taxable to the stockholder, while in the casc of the tax-
able cooperative a tax is imposed at both the stockholder and the
cooperative levels, '

While the tax treatment provided by your committec for coopera-~
tives does not impose the double taxes payable in the case of ordinary
corporate income, your committec belicves that the sccuring of &
single tax with respect to substantially all of tho income of coopera-
tives should be suflicient in view of the unique characteristics of a
cooperative.

Your committec disapproves of withholding on dividends. How-
ever, should withholding on corporate dividends be provided your
committee believes it should also be provided for patronage dividends
paid by cooperatives. For that reason your committee has added a
provision to the bill which subjécts patronage dividends of coopera-
tives to a withholding tax if at any time one should be imposed
upon corporate dividends. .

It has been contended that, although patronage dividends are
generally taxable to the patron, the patronage dividends paid in
scrip or some other noncash form have not been included in the
patron’s income. It has been suggested that this is true beeause
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the patron who reports his other income on a cash bagis is not accus-
tomed to considering noncash payments as income. Also, it  has
been suggested that the patron is reluctant to include noncash
patronage dividends in his income in many cases because he does
not have sufficient other cash income available to pay the tax involved.
To ascertain the degree to which both cash and noncash patronage
dividends are included in returns at the Present time your com-
mittee’s bill provides that the Commissioner of Internal Revenue is
to require reporting by all cooperatives of patronags dividends
which are paid to or allocated to the accounts of patrons in amounts
of $100 or more, and is to have the discretion to require. reporting
on smaller amounts. Also, the committce has instructed the staffs
of the Treasury Dcpartment and Joint Committeo on Internal
Revenue Taxation to study and report by April 1, 1952, the possi-
bility of withholding against rescrves allocated, and on the various
methods used in allocating reserves and the form and character of
the certificates issued. : :

It is estimated that the action provided by your committee with
respect to exempt cooperatives will increase collections from this ¢
source in a full year of operation by $10 million.

)

N

B. Murtuan Finaxcias INSTITUTIONS

1. Mutual savings banks

Mutual savings banks were established to encourage thrift and to
rovide safe and convenient facilities to care for savings. They also
Ea,ve the responsibility of investing the funds left with them so as to
be able to give their depositors a return on their savings. Mutual
savings banks were originally organized for the principal purpose
of serving factory workers and other wage carners of moderate means
who, at the time these banks were started, had no other place where
thoy could deposit their savings.

Most mutual savings banks were started by groups of individuals
who put up guaranty funds which were repaid out of subsequent
earnings. 'The organizers appointed boards of trustees to manage the
aflairs of the banks. The boards of trustees, which are generally self-
perpetuating, direct the policies of the banks, subject to the imitations
imposed upon them by the laws of the several States in which they -~
operate. The depositors themselves have no voice eithor in the choice &
of trustees or in the management of the bank’s affairs. However,
since a mutual savings bank has no capital stock, everything that the
bank earns is, in theory, held for the benefit of the depositors.

With respect to outlets for their funds, mutual savings banks are
subject to limitations similar to those which apply to other banking
institutions. They are not required to makoe loans only to depositors
or members. Table 9 shows the types of assets held by mutual
savings banks as of December 30, 1950, and in the case of federally
insured mutual savings banks, the ‘typos of real estate loans as of
June 30, 1950, and their earnings, expenses, and dividends for the
year ending- December 30, 1950. The table indicates that United
States Government obligations represent nearly 51 percent, and loans
38 percent of the total loans and investments of these banks. In the
casc of commercial banks nearly 49 percent of their total loans and
investments represent United States Government obligations, and
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41 percent represent loans.* This indicates that if there is any im-
portant differcnce between the use of funds by mutual savings banks
and commercial banks, it is that the investments of the former are
somewhat safer. Mutual savings banks, of course, have a larger por-
tion of their loans in rcal estate than do commercial banks, but this
can be attributed to the fact that since the deposits of mutual savings
banks are almost exclusively time deposits, it is possible for them to
invest a substantial portion of their funds in nonliquid assets. On the
other hand, the majority of the deposits of commercial banks are
demand deposits requiring greater liquidity in' their investments.
In any case, the investment of funds in real éstate today is not a sign
of insccurity in view of the fact that an important segment of such
loans are backed by the Federal Government. Table 9 indicates
in the case of federally insured mutual savings banks, for which
statistics are available, that, as of June 30, 1950, about 33 percent
of the rcal-cstate loans held by thesc banks were cither insured by
the Federal Housing Administration, or guaranteed by the Veterans’
. Administration. Morcover, even. the other real-cstate loans are more
~’  Securc than formerly was the case because of the present general use
of “declining-balance” loans in licu of the older “fixed-amount’’ loans.
The total deposits of mutual savings banks as of June 27, 1951, were
$20,400 million and their capital accounts, $2,290,12 indicating that
they have about $1 of capital for every $9 of deposits. As of the
same date the total deposits of all commercial banks were $150,280
million, and their capital accounts $11,860 million, indicating that
they only have about $1 of capital for every $13 of doposits. Thus,
despito the absence of capital stock the mutual savings banks today
on this ground also appear to have considerably more protection than
commercial banks.

1t As of December 30, 1050, Computed from data available in the Federal Reservo Bulletin,
12 These statistics are published regularly in the Federal Resorve Bulletin.
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TABLE 9.—Types of assets held by mutual savings banks as of Dec. 30, 1960, and
Jor federally insured mutied savings banks, types of real es'ale loans held as of
June 30, 1950, and earnings, expenses, and dividends in the calendar year 1950

I. ASSETS OF ALL MUTUAT, SAVINGS BANKS IN THE UNITED

STATES, AS OF DEC. 30, 1950
Dollar amounts

Tiem - . in millions
Totalassets ... ... . $22, 385
Cash and funds due from banks__ 11177777 797
United States Government obligations__________________ """ 10, 868
Obligations of States and subdivisions__________ ... __ """ 88
Other securities. .___________ _ TTTTTTTTTTmmmmmmmmmes 2; 253
Real estate and other Joans___ -~ TITTTTTTmmmmmmmmmmees 8, 137
Misccllaneous assets . _ . ___ ... S e e e e 242
Number of banks, 529, ‘ e

1I. FEDERALLY INSURED AND CONVENTIONAL RIAL ESTATE
LOANS HELD BY INSURED MUTUAL SAVINGS BANKS, JUNE
30, 1950 :
Total real estateloans_____________ $5, 447
Federally insured:
Insured THA and guarantecd VA mortgage loans on &w
1- to 4-family propertios________ e _ $1, 364 T
Insured FIIA and guaranteed VA loans on 5 or more
family properties_ ... _____________ 415

Conventionalloans.. . _.____..__ . ____ . 3, 668
Number of insured mutual savings banks, 192,

III1. EARNINGS, EXPENSES AND DIVIDENDS OF INSURED MUTUAL SAVINGS BANKS
FOR THE YEAR ENDING DECEMBER 30, 1950

Dollar amounts

; in thousands

Current operating carnings, total__________________ . $478, 695
Intercst, discount and other income on real estate loans. ... _____ 231, 730
Interest on U. 8. Government, obligations, direct and guaranteed_ . 182, 457
Other current carnings . ____.__ = [ 7 T S TEEAO0-- 64, 508
Current operating expenses_ o~ 1177 TTTTmmm oo 115, 470
Net current operating earnings . _______ [ TTTTTTTmTTC 363, 225
Dividends (interest) paid on deposits__.___________________"°°C 257, 770
Net profits after interest and dividonds_______~_ -1 17777TTTT00" 91, 175

Number of insured mutual savings banks, Doc. 30, 1950, 194.

Souree: Annual Report of the Foderal Deposit Insurance Corporation, for the year ended Doc. 31, 1950,
pp. 55 and 272, and Operating Insured Commereial and Mutual Savings Banks, Asscts and Liabilitics,.
June 30, 1950, Rept. No. 33, Federal Deposit Insurance Corporation. A

Section 102 (2) of the code exempts mutual savings banks from the- -
payment of any income tax." The effect of the exemption has been
to relicve mutual savings banks of income tax on the amounts retained
as undivided profits and additions to surplus. Since they have in-
creased their surplus and undivided profits by over $800 million since -
1940; and by more than $500 million since 1945, it would appear that
they have enjoyed substantial tax savings ag a result of the cxemption..

Section 313 of your committec’s bill removes the exemption of
mutual savings banks and permits them to deduct amounts paid,
credited or allocated to the ‘accounts of depositors and, as in the.
casc of other banks, permits them to deduct amounts credited to a
reasonable reserve for bad debts. The addition to the reserve for:
losses on loans is to be determined with duoe regard to the taxpayer’s.
surplus or loss reservos at the close of December 31, 1951. 1In addi-
tion, mutual savings banks arc to be allowed  as a deduection from.

Approved For Release 2007/01/16 : CIA-RDP57-00384R001200010014-4



Approved For Release 2007/01/16 : CIA-RDP57-00384R001200010014-4
REVENUE ACT OF 1951 25

gross income any amount currently paid to the United States, or to
any Federal Government instrumentality cxempt from Federal in-
come taxes, in repayment of indebtedness incurred prior to September
1, 1951. On the remaining income, mutual savings banks are to be
taxod in the samo manner as ordinary corporations. This provision
is offoctive with respect to taxable years beginning after December
31, 1951, .

The size of the bad-debt allowance provided in the case of com-
mercial banks is_determined under administrative rulings by the
Clommissioner of Internal Revenue. At prosent it is provided in tho
case of commercial banks that the, amount which can bo deducted
from taxable income in any ono year shall be determined by applying
the ratio of losses to outstanding loans during the past 20 years, to the
loans outstanding in the current year. 'These veserves are limited to

« throe times the current 20-ycar loss ratio. " In the case of mutual
savings banks also, the formula permitted may be quite different from
that now provided for commercial banks if the Commissioner after
investigation finds that the historical loss expericnce of these institu-

~’ tions difTers substantially from that of commercial banks. In fact,
your committec belicves that tho loss experienco of theso banks
should be based upon a period of at least 25 years it this, in the
aggregate, would result in greater loss deductions for these banks
than the 20-ycar period now provided in the case of commuercial
banks. Basing loss reserve deductions on the loss experience of the
past 20 or 25 years will include a period in which the losses of the
mutual savings banks were quite large, with the result that the loss
resorve deductions permitted in the next several years will be relatively
large.

jit the present time, mutual savings banks arc in active competition
with commercial banks and life insurance companies for the public
savings, and they compete with many types of taxable institutions in
the security and real ostatc markets. As a result your committec
belicves that the continuance of the tax-free treatment now accorded
mutual savings banks would be discriminatory. So long as they are
exempt from income tax, mutual savings banks enjoy the advantage
of being able to finance their growth out of earnings without incurring
the tax liabilities paid by ordinary corporations when they undertake
to expand through the use of their own reserves. The tax treatment

- provided by your committee would place mutual savings banks on a

parity with their competitors. :

Moreover, carnings of a mutual savings bank which are allocated
to the accounts of depositors arc subject to individual income tax.
Sinoee it is contended that the income which is retained by the mutual
savings banks is the income of depositors, there seems to be no reason
why this also should not be subject to tax. Tlowoever, it is impossible
to tax the depositors on these unallocated funds, since they have no
legal right to the fonds unless they are depositors at the time of
liquidation of the bank. Therofore, if these carnings are to be
recognized as income, there is no alternative but to tax them in the
hands of the mutual savings banks which have the power over their
management and disposition. _

Tt has boen suggested that mutual savings banks might be taxed
only on their net income in cxcess of some specified reserve. How-
ever, if the funds going into this reserve ropresent incomo there would
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appear to be no reason for not taxing them. If they are funds which
are necessary to offset future losses, allowance will already have been
made for them through a loss-reserve deduction which will afford
these institutions at least as generous treatment as is accorded their
chief competitors, namely, commercial banks. '

3. Savings and loan associations

Savings and loan associations were established to encourage thrift
and to promotec home ownorship. These organizations, which also
go under the name of building and loan associations, are typically
nonstock corporations which in reality sccure their funds through
deposits, which are known as ‘‘shares.” Savings and loan associ-
ations may be chartered by the States or by the Home Loan Bank
Board. Of the 5,980 associations which were doing business at the
end of 1949, 1,505 were Federal associations and the remainder were
State-chartered institutions. The former group accounted for $7.1
billion, or nearly 50 percent, of the $14.7 billion of total assots of all
the associations. :

TaBLr 10.— Types of assels held by savings and loan associations as of Dec. 30,
1960, and for federally insured associations, types of real-estate loans held as of
Dec. 30, 1960, and income dividends and undivided reserves and profits in 1950

I. ASSETS OF ALL SAVINGS AND LOAN ASSOCIATIONS AND INSURED SAVINGS AND
LOAN ASSOCIATIONS AS OF DEC. 30, 1950

[Dollar amounts in millions]

All savings Insured sav-
Item and loan | ingsand loan
assoclations | associations

1§16, 925 $13, 644

$13, 810 $11, 153

$913 $800

U. 8. Government obligations. . __ N $1, 491 $1, 202
Number of associations. ... ___ T 7T © 5,080 2, 860

II. FEDERALLY INSURED AND CONVENTIONAL FIRST-MORTGAGE LOANS HELD
BY INSURED SAVINGS AND LOAN ASSOCIATIONS, DEC. 30, 1950

[Dollar amounts in miltions]
Total first-mortgage loans.....____..____._____ 2§11, 188

Fede\,,ra,lly insulrcdii . . : s -
A-guaranteo oans.___-__.___-_A___-A._...___...__....-_..._.,_._.__,_..__..__.._____._ 733 ‘%

Total...._.____.
Convontional loans

1II. INCOME, DIVIDENDS, AND UNDIVIDED PROTITS OF -INSURED SAVINGS AND
LOAN ASS0CIATIONS, FOR THE YEAR ENDED DEC. 30, 1950

[Dollar amounts in theusands]

N INCOMe. oo $411, 347
Dividends_____._.____ - 262, 781
Undivided profAts and roserves. 148, 566

1 Prelitinary.
2 The difference between this figure and the comparable category shown in pt. Lis due to differences in
accounting methodology.

Sources: Statistieal Summary; 1951, Home Loan Bank Board, pp. 8 and 14; Operational Analysis Section,
Home Loan Bank Board.

Not all of the earnings of savings and loan associations are dis-
tributed in the form of cash or credited to the shareholders’ accounts.
Some earnings are set aside in various reserve accounts, and some are
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